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ABSTRACT 
Variables  so  as  to  have  a  complete  understanding  of  the  nature  of  inflows  during  1991-
2011(study period) to analyze important dimensions of FDI in  India impacting economic 
growth of India. It is observed from the results of above analysis that TradeGDP, Reserves 
GDP, Exchange rate, FIN. Position and FDIG are the main factors affecting FDI inflows in 
India. The results of foreign Direct Investment Model reveal that TradeGDP, Reserves GDP, 
and  FIN.  Position  variables  exhibit  a  positive  relationship  (pull  factors)  with  FDI  while 
Exchange  rate  exhibits  a  negative  relationship  (restrictive  forces)  with  FDI  inflows.  The 
study also reveals that FDI is a significant factor influencing the level of economic growth in 
India. The results of Economic Growth Model and Foreign Direct Investment Model reveal 
that FDI plays a crucial role in enhancing the level of economic growth in India.  
Key words: Economic growth, Investment, Trade, GDP, Exchange Rate, Economic Growth 
1.  Introduction  
Foreign direct investment (FDI) in India has played an important role in the development of 
the Indian economy. It has in lot of ways facilitated India to achieve a certain degree of 
financial stability, growth and development. This money has endorsed India to focus on the 
areas that needed  a boost and economic attention, and address the various problems that 
continue to challenge the country. Foreign direct investment is considered to be one of the 
important  measures  of  increasing  economic  globalization.  Many  policy  makers  and 
academicians  contend  that  foreign  direct  investment  (FDI)  can  have  important  positive 
effects  on  a  host  country’s  development  effort
1.  FDIs  are  permitted  through  financial 
collaborations, through private equity or preferential allotments, by way of capital markets 
through euro issues, and in joint ventures. FDI is not permitted in the arms, nuclear, railway, 
coal  or  mining  industries.  The  objective  behind  allowing  FDI  is  to  harmonize  and 
complement domestic investment, for achieving a higher level of economic development and 
providing more opportunities for upgradation of technologies as well as to have an access to 
global  managerial  skills  and  practices.  Therefore  Foreign  Direct  Investment  (FDI)  has 
become a battle ground in the emerging economies. In addition to the direct capital financing 
it supplies, FDI can be a source of valuable technical know-how while nurturing the linkages 
with local firms, which can help the economy on the path of the development. Based on these 
arguments,  industrialized  and  developing  countries  have  offered  incentives  to  encourage 
foreign direct investments in their economies. Foreign direct investment (FDI) in India has 
played a very important role in the growth of the Indian economy even during the time of the Relationship of FDI and growth in India: A diagnostic study 
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recession.  FDI  in  India  has  facilitated  India  to  achieve  a  definite  degree  of  growth, 
development and financial stability. FDI has allowed India to centre on the areas that may 
have required  economic attention and many other challenging issues faced by the  Indian 
economy.  There  are  many  factors  that  have  attracted  investment  in  India  such  as  stable 
economic policies, availability of cheap and quality human resources.  
The  vast  literature  on  foreign  direct  investment  and  multinational  corporations  has  been 
surveyed many times. For recent surveys see Markusen (1995) and Caves (1996). 
There is a considerable decrease in the tariff rates on various importable goods. Further, the 
explosive growth of FDI gives opportunities to Indian industry for technological upgradation, 
gaining access to global managerial skills and practices, optimizing utilization of human and 
natural resources and competing internationally with higher efficiency. Most importantly FDI 
is central for India’s integration into global production chains which involves production by 
MNCs spread across locations all over the world. (Economic Survey 2003-04).The study 
examines the role of FDI on economic growth in India for the period 1991-2011.This period 
is very important for a many reasons mainly because we opened our doors to MNCs in a 
liberalised regime. During this period there was a complete change in policy frame work and 
the outlook of developed and developing countries towards FDI owing to its benefits it has in 
the host country and was also considered as an important source of external finance. Macro 
economic variables are taken into account as explanatory variables so as to have a complete 
understanding of the nature of inflows during 1991-2011(study period) to analyze important 
dimensions of FDI in India impacting economic growth of India. To achieve the objective of 
the study, this paper is divided into six sections. Section 1 i.e. is the present section gives the 
insights  of  nature  and  flows  of  FDI  scenario  in  India  relating  to  policy  issues  and  its 
importance. Section 11 gives brief review of literature, followed by section 111 which gives 
research  objectives,  hypothesis,  data  and  methodology.  Section  1V  entails  results  and 
interpretations. Summary is included in Section V, followed by references are covered in last 
section. 
2. Review of literature 
The complete literature centered on economies pertaining to empirical findings and Growth 
and development of any economy in the post liberalization period. Morris Sebastian44 (1999) 
Morris Sebastian presented 14 case studies of firms in the textiles, paper, light machinery, 
consumer durables and oil industry in Kenya and South East Asia . This study concluded that 
the home-grown private corporate sector is the major source of investments. The current 
system  of  tariff  and  narrow  export  policy  are  other  reasons  that  have  motivated  market 
seeking FDI. Wealth seeking FDI has started to create a substantial portion of FDI from India. 
Naga Raj R45 (2003) presented the trends in FDI in India in the 1990s and compared them 
with  China.  Based  on  the  analytical  conversation  and  comparative  experience,  the  study 
concluded by suggesting a more realistic foreign investment policy framework is required to 
expect increased flow of FDI. Nayak D.N (2004) observed that India does not outline very 
much in the investment plans of Canadian firms due to indifferent attitude of Canadians 
towards India and lack of information of investment opportunities in India and there was a 
suggestion that regular publications in this regard will go a long way in increasing the flow of 
investment in India. Chandan Chakraborty, Peter Nunnenkamp8 (2004) assessed the growth 
implications of FDI in India by subjecting industry – specific FDI and output data to Granger 
causality tests within a panel co -integration framework and suggested that FDI is unlikely to 
work wonders in India if only remaining regulations were relaxed and still more industries 
opened up for FDI.  Relationship of FDI and growth in India: A diagnostic study 
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Kulwinder Singh38 (2005) critically analyzed fdi in India and concluded that the impact of 
the reforms in India on the policy environment for FDI presents a mixed picture. Also the 
industrial reforms have gone far; though they need to be supplemented by more infrastructure 
reforms o make India a better investment center. Nirupam Bajpai and Jeffrey D. Sachs47 
(2006) concluded  that a restricted FDI regime, high import tariffs, exit barriers for firms, 
stringent labor laws, poor quality infrastructure, centralized decision making processes, and a 
very limited scale of export processing zones make India an Unattractive investment spot. 
Balasubramanyam V.N Sapsford David (2007) compared the levels of FDI inflows in India 
and China, and found that FDI in India is one tenth of that of china. According to their 
findings the country may need much larger volumes of FDI than it currently attracts if it were 
to attain growth rates in excess of 10 per cent per annum. Finally, they conclude that India is 
now in a position to implement the FDI Package efficiently and also rely on sources other 
than FDI for its requirements of capital owing to its potential. Basu P., Nayak N.C, Vani 
Archana5 (2007) studied  the qualitative shift in the FDI inflows in India in – depth in the last 
fourteen odd years and came on the conclusion that the country is not only cost – effective 
but  also  hot  target  for  R&D  activities.  It  was  also  found  that  R&D  as  a  significant 
determining  factor  for  FDI  inflows  for  most  of  the  industries  in  India.  The  study  also 
concluded strong negative influence of corporate tax on FDI inflows. A S Shiralashetti and S 
S Hugar (2009) analyzed the initiatives of The Government of India to attract FDI inflows, to 
boost the Indian economy since economic liberalization on the basis of different parameters 
such  as  year-wise,  country-wise,  sector-wise  and  region-wise  FDI  inflows.  The  study 
concluded though FDI inflows into India have raised, yet it is very less compared to some 
developing countries like China, Russia, Mexico, Brazil and Chile, etc.therefore, there is an 
urgent need to adopt inventive policies and good corporate Governance practices correlated 
with international standards, by the Government of India, to attract more and more foreign 
capital  in  various  sectors  of  the  economy  to  make  India  a  developed  country.  Narayan 
Chandra  Pradhan  (2011)  in  his  studies  observed  that  although  there  is  governance  of 
manufacturing sector in the East Asian economies, the FDI to India has flown principally to 
the services sector. This reflects the service led growth of the Indian economy.  DR. P.S. 
VOHRA;  MS.  PREETI  SEHGAL(2011)  analyzed  the  trends  and  patterns  of  foreign 
investment in India and concluded that Indian has proved itself as the Investment attractive 
country especially in the service sector which provides low employment opportunities. The 
study asserted that foreign investments assisted the Indian Economic Growth But it assisted 
only the internal growth not in the external India’s Export level is still low as compare to 
Import. 
3. Objectives of the study 
The objective of the present study is to evaluate the impact of FDI on the Economy. To 
achieve the objective of the paper, the study has been taken up for the period 1991-2011(post 
liberalization period). 
HYPOTHESIS of the study 
 FDI has a positive impact on economic growth of the country. 
3.1 Research methodology 
3.1.1 Data collection Relationship of FDI and growth in India: A diagnostic study 
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To achieve the objectives of the study secondary data is used which is collected from various 
sources  i.e.  World  Investment  Reports,  publications  from  Ministry  of  Commerce,  Asian 
Development Bank’s Reports, Reserve Bank of India bulletins, Economic and Social Survey 
of Asia (S.Hooda et al, 2007) and the Pacific, United Nations, Asian Development Outlook, 
Country Reports on Economic Policy and Trade Practice-Bureau of Economic and Business 
Affairs,  U.S.  Department  of  State  and  from  websites  of  World  Bank,  IMF,  WTO,  RBI, 
UNCTAD, EXIM Bank etc. Time series data and the relevant data have been collected for 
the period 1991 to 2011. 
3.2 Model building 
Two models were structured and fitted, to study the impact of foreign direct investment on 
economic growth. The model on foreign direct investment shows the factors influencing the 
foreign direct investment in India. The second model on economic growth model depicts the 
contribution of foreign direct investment to economic growth. The two model equations are 
expressed below (Goel et al., 2012): 
1 FDI = f [TRADEGDP, RESGDP, R&DGDP, FIN. Position, EXR.] 
2 GDPG = f [FDIG]---- EQ No 2 
Where, 
FDI   = Foreign Direct Investment 
GDP = Gross Domestic Product 
FIN. Position = Financial Position 
TRADEGDP= Total Trade as percentage of GDP. 
RESGDP= Foreign Exchange Reserves as percentage of GDP. 
FIN. Position = Ratio of external debts to exports 
EXR= Exchange Rate 
GDPG = level of Economic Growth 
FDIG = Foreign Direct Investment Growth 
Simple and Multiple Regression analysis were carried out to achieve the objectives of the 
study.  A  Simple  regression  method  was  carried  to  gauge  the  impact  of  FDI  flows  on 
economic growth (proxied by GDP growth) in India. Further, multiple regression analysis 
was used to identify the major variables which have impact on foreign direct investment. 
Coefficient  of  determination  R2,  Durbin  –  Watson  [D-W]  statistic,  Standard  error  of 
coefficients, T Statistics and F- ratio and other relevant econometric tests were carried out in 
order  to  assess  the  relative  significance,  desirability  and  reliability  of  model  estimation 
parameters.  
4.  Analysis and interpretations of results 
FDI  is  as  an  engine  of  capital,  technology,  managerial  skills,  technological  progress  & 
capacity, access to foreign markets and in maintaining economic growth and development for 
developing countries, where as for developed countries it is considered as a tool for accessing 
the market of emerging economies. It is also considered as tool of filling the savings, foreign 
exchange reserves, revenue, trade deficit, management and technological gaps. Its impact on Relationship of FDI and growth in India: A diagnostic study 
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economic growth depends on country’s domestic policy and foreign policy. In order to study 
the impact of foreign direct investment on economic growth, two models were framed and 
fitted. The foreign direct investment model shows the factors influencing the foreign direct 
investment in India. The economic growth model depicts the contribution of foreign direct 
investment to economic growth. 
4.1 Selection of variables 
The analysis of macroeconomic variables, theoretical rationale and existing literature helps in 
choosing  the  right  grouping  of  explanatory  variables  that  elucidate  the  differences  in  the 
flows of FDI in the country. Different alternatives combination of variables were identified 
and then estimated and are in tune with specifications given by United Nations Conference on 
Trade and Development, (UNCTAD 2007)77. Simple and multiple regression method are 
applied to find out the explanatory variables of the FDI inflows in the country in two steps. In 
the first step, all variables are taken into consideration in the estimable model and in the 
second  stage,  few  variables  which  are  insignificant  are  dropped  to  avoid  the  problem  of 
multi-co linearity, otherwise the results would have been biased and untrue. Following are the 
macroeconomic  indicators  which  are  considered  as  the  pull  factors  like:  total  trade 
(TRADEGDP), research and development expenditure (R&DGDP), financial position (FIN. 
Position), exchange rate (EXR), foreign exchange reserves (RESERVESGDP), and foreign 
direct investment (FDI), foreign direct investment growth rate (FDIG) and level of economic 
growth (GDPG) are used in the model to gauge the relationship. This model clearly shows 
that FDI is a function of these said macroeconomic indicators is as follows.  
MODEL-1 
FDIt = a + b1TRADEGDPt + b2RESGDPt  + b3FIN. Positiontt + b4EXRt +e (1)---Eq no (1) 
MODEL-2 
GDPGt = a + bFDIGt + e..................     (2) 
where, 
FDI= Foreign Direct Investment 
GDP = Gross Domestic Product 
FIN. Position = Financial Position 
TRADEGDP= Total Trade as percentage of GDP. 
RESGDP= Foreign Exchange Reserves as percentage of GDP. 
FIN. Position = Ratio of external debts to exports 
EXR= Exchange rate 
GDPG = level of Economic Growth 
FDIG = Foreign Direct Investment Growth 
t = time frame 
4.2 Foreign Direct Investment (FDI) 
It refers to foreign direct investment. Economic growth has a profound effect on the domestic 
market as countries with expanding domestic markets should attract higher levels of FDI Relationship of FDI and growth in India: A diagnostic study 
Ajay Rajput, Anuj Jain, Namita Rajput, Rahul Garg
 
 
ASIAN JOURNAL OF MANAGEMENT RESEARCH                          
Volume 2 Issue 2, 2012 
 
802 
inflows. There is a clear indication from the data that foreign investors showed keen interest 
in Indian economy because of liberalised regime pursued and followed by Indian economy. 
There was a constant upsurge in FDI equity flows reaching the peak in 2008-09, showing a 
decline in 2010 and 2011 and showing slight signs of recovery in January 2012 taking the 
cumulative equity inflows of FDI to a record level of 243055 US Dollars. (Figure 1, Table 
1).This  trend  proves  that  India  is  now  considered  a  good  investment  centre  which  is 
evidenced  from  their  infusion  of  investment  in  Indian  economy.  There  are  a  number  of 
factors  contributing  to  this  contemporary  trend  with  special  reference  to  being  its 
demographics’ with a young population there is a huge consumer base that is to be tapped, 
the growing middle class, increased urbanization and awareness, rising disposable incomes 
see figure 1 and table 1  
 
Figure 1: FDI: Financial year-wise equity flows (Source: www.dipp.nic.in) 
 
There  is  fall  in  the  investment  in  the  year  2010-11,  for  this  many  global  factors  are 
responsible but it will recover very quickly owing to the advantages FDI can give to the 
emerging  economies  like  India.  Now  this  is  showing  a  clear  sign  of  recovery  showing 
positive global scenario After a dismal performance in 2010-11, foreign direct investments 
into India are back on track. “During April and May 2011, FDI flows were up 77 percent 
from the previous year to $7.8 billion, breaking with the poor performance of last year. This 
is  also  corroborated  by  rising  mergers  and  acquisitions  of  Indian  companies  by  foreign 
companies at $23.3 billion in the first half of 2011-12. The government is finally taking steps 
to  relax  FDI  norms  for  multi-brand  retail.  The  Committee  of  Secretaries  has  recently 
recommended up to 51 percent foreign investment in the sector and a commitment of at least 
$100 million investments. If this relaxation in norms finally becomes policy, retailing giants 
like Wal-Mart and CarreFour will enter this market. When large investments pour in, the 
general climate for inflows improves”. (http://www.firstpost.com). Relationship of FDI and growth in India: A diagnostic study 
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4.3 FDI inflow by components 
Prior to 2000-01, the method of estimation was different but as a part of integrating India into 
global  economy  all  the  efforts  were  made  to  make  it  internationally  compatible  and 
comparable. Hence now a method is followed which is having other components also besides 
equity inflows which included re-invested earnings and other capital. On examining the trend 
it was revealed that the share of re-invested earnings was rising from 2000 onwards up till 
2005-06 after which it has constantly been declining. The share of equity inflows has risen 
sharply since 2000-01 when it stood at 59.6 per cent to 74.3 per cent in 2010-11.If we look at 
the cumulative sectoral distribution of FDI equity inflows the highest sector receiving FDI 
inflows  is  services  sector  followed  by  computer  hardware  and  software  with 
(8%),telecommunication (8%),housing and retail estate(7%),and construction (7%).Although 
the year 2011 has shown a decline in almost all the sectors owing to global factors and its 
impact on the total inflows of all the economy like India. Figure 11 
 
Figure 2: Sector wise distribution of FDI equity inflows (Source: dipp.nic.in) 
Cumulative  amount  of  FDI  flows  into  India  (from  April  2000  to  January  2012)  Equity 
inflows + including data on ‘Re-invested earnings’ & ‘Other capital’, which is available from 
April 2000 onwards ( Adopted from FDI statistic, www.nic.in, 2012). (Data on  ‘Reinvested 
earnings’ & ‘Other capital’, are the  estimates on an  average basis, based upon data for the 
previous two  years, published  by RBI in monthly bulletin dt: 13.03.2012 -US$ 243,055 
million see table 1,figure 11. 
4.4 Gross Domestic Product (GDP) 
Gross Domestic Product is used as one of the independent variable. There is a tremendous 
growth in GDP (figure-2 Table- 1) since 1991 and by this Indian economy is in the elite 
group of 12 countries with trillion dollar economy and making India the best Investment 
centre of the world which is an unprecedented view of foreign investors. India makes its 
presence felt by making remarkable progress in information technology, high end services 
and knowledge process services. By achieving a growth rate of 9% in three consecutive years 
opens new avenues to foreign investors from 2004 until 2010, India’s GDP growth was 8.37 
percent reaching an historical high of 10.10 percent in 2006.There was a major dip in the 
GDP of the country after this year see figure 111, Table 1. Relationship of FDI and growth in India: A diagnostic study 
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From the above figure it is clear that after 2008 there was a modest recovery in this year .and 
2011 because the winds were positive for investment in the global scenario.This increase in 
growth  rate  is  a  clear  indication  that  foeign  investors  are  showing  a  keen  interst  in  the 
economy and FDI inflows  is an indicator and it helps the economy GDP to grow. India’s 
diverse  economy  attracts  high  FDI  inflows  mainly  because  of  its  enormous  market  size, 
stumpy wage rate, large human capital (which has benefited immensely from outsourcing of 
work from developed countries). 
 
Figure 3: Growth rate of GDP 
The  present  decade  has  witnessed  unprecedented  levels  of  economic  expansion  healthy 
growth of trade and a positive movement of Indian economy into global economy. GDP of 
any country reflects the potential market size of Indian economy. This can be measured with 
two  variables  i.e.  GDP  (the  gross  domestic  product)  and  GNP  (the  gross  national 
product).GNP refers to the final value of all the goods and services produced plus the net 
factor income earned from abroad. It is the monetary values of product generated in various 
kinds of economic activities during a given period, i.e. one year. It is called as domestic 
product because it is the value of final goods and services produced domestically within the 
country during a given period i.e. one year. Hence in functional form GDP= GNP-Net factor 
income from abroad. In India GDP is calculated at market price and at factor cost. GDP at 
market price is the sum of market values of all the final goods and services produced in the 
domestic territory of a country in a given year. Similarly, GDP at factor cost is equal to the 
GDP at market prices minus indirect taxes plus subsidies. It is called GDP at factor cost 
because it is the summation of the income of  the factors of production. Any increase in 
domestic product that takes place on account of increase in prices cannot be called as the real 
increase in GDP. Real GDP is estimated by converting the GDP at current prices into GDP at 
constant prices, with a fixed base year. In this context, a GDP deflator is used to convert the 
GDP at current prices to GDP at constant prices. The present study uses GDP at factor cost 
(GDPFC) with constant prices as one of the explanatory variable to the FDI inflows into 
India for the aggregate analysis. 
Gross Domestic Product at Factor cost (GDPFC) as the macroeconomic variable of the Indian 
economy  is  one  of  the  pull  factors  of  FDI  inflows  into  India  at  national  level.  It  is 
conventionally accepted as realistic indicator of the market size and the level of output. There Relationship of FDI and growth in India: A diagnostic study 
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is direct relationship between the market size and FDI inflows. If market size of an economy 
is large than it will attract higher FDI inflows and vice versa i.e. an economy with higher 
GDPFC will attract more FDI inflows. The relevant data on GDPFC have been collected 
from the various issues of Reserve bank of India (RBI) bulletin and Economic Survey of 
India. 
4.5 Total trade (TRADEGDP) 
It refers to the total trade as percentage of GDP. Total trade implies sum of total exports and 
total  imports.  Trade,  another  explanatory  variable  in  the  study  also  affects  the  economic 
growth  of  the  country.  Exports  and  imports  values  are  taken  at  constant  prices.  The 
relationship between trade, FDI and growth is well known. FDI and trade are engines of 
growth  as  technological  diffusion  through  international  trade  and  inward  FDI  stimulates 
economic growth. Knowledge and technological spillovers (between firms, within industries 
and  between  industries  etc.)  contributes  to  growth  via  increase  in  the  productivity  level. 
Export promotion or import substituting strategy both growth strategies, can considerably 
affect the trade flows of the country. The strategy called Export led growth leads to expansion 
of  exports  which  in  turn  encourage  economic  growth  by  expanding  the  market  size  for 
emerging and developing countries like India. In India the most preferred theory of economic 
growth is export based, this nullifies the demand of export in the international market are 
preferred by the country as it nullifies and it bridges the gap between exports and imports. 
Since  liberalization,  the  value  of  India’s  international  trade  (figure-1V)  has  risen  to 
Rs.2072438 crores in 2008-09 from Rs. 91892 crores in 1991-92. The rate of growth of trade 
is enormous now which is evidenced by the figures of 2009, 2010 and 2011 see table (Table 
1). 
 
Figure 4: Trade GDP 
As  exports  from  the  country  have  increased  manifolds  after  the  initiation  of  economic 
reforms  since  1991  India’s  major  trading  partners  are  China,  United  States  of  America, 
United Arab Emirates, United Kingdom, Japan, and European Union. Since 1991, India’s 
exports have been consistently rising although India is still a net importer ( Economy of India, 
Wikipedia, 2012). In 2008-09 imports were Rs. 1374435.6 with a further in import level  to Relationship of FDI and growth in India: A diagnostic study 
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1363736  (in  2010)  then  a  sharp  rise  in  imports  in  2011  to  1605314.6  crores  and  the 
corresponding exports were Rs. 840755.1 crores. India accounted for 1.45 per cent of global 
merchandise trade and 2.8 per cent of global commercial services export with a further rise in 
exports in 2009-10, to a level of 845534.0 with a sharp rise in exports in 2011 to a marked 
level of 1157474.6. Economic growth and FDI are closely linked with international trade. 
Countries that are more open are more likely to attract FDI inflows in many ways. Foreign 
investor brings machines and equipment from outside the host country in order to reduce their 
cost  of  production.  This  can  increase  exports  of  the  host  country.  Growth  and  trade  are 
mutually  dependent  on  one  another.  Trade  is  a  complement  to  FDI,  such  that  countries 
tending to be more open to trade attract higher levels of FDI see figure 1V 
4.6 Foreign Exchange Reserves (RESGDP) 
RESGDP  represents  Foreign  Exchange  Reserves  as  percentage  of  GDP.  India’s  foreign 
exchange  reserves  comprise  foreign  currency  assets  (FCA),  gold,  special  drawing  rights 
(SDR)  and  Reserve  Tranche  Position  (RTP)  in  the  International  Monetary  Fund.  The 
emerging economic giants, the BRIC (Brazil, Russian Federation, India, and China) countries, 
hold the largest foreign exchange reserves globally and India is among the top 10 nations in 
the world in terms of foreign exchange reserves. India is also the world’s 10th largest gold 
holding country (Economic Survey 2009-10)17. Stock of foreign exchange reserves shows a 
country’s financial strength. India’s foreign exchange reserves have grown significantly since 
1991 (figure V). The reserves, which stood at Rs. 11416 crores at end march 1991, increased 
gradually to Rs. 264036 crores by the end of March 2002, after which rose steadily reaching a 
level of Rs. 868222 crores in March 2007. The reserves stood at Rs. 1237965 crores as on 
March 2008, with a further rise in reserves to Rs 1259665  in 2009-10.The reserves stood at  
1361013  in 2011(Table-1).The statistics shown above is a  clear indication of increasing 
strength of the economy with increased level of reserves. 
 
Figure 5:  Foreign exchange reserves 
FDI  helps  in  filling  in  bridging  the  important  gap  between  targeted  foreign  exchange 
requirements and those derived from net export earnings plus net public foreign aid. The 
basic argument behind this gap is that most developing countries face either a shortage of 
domestic  savings  to  match  investment  opportunities  or  a  shortage  of  foreign  exchange 
reserves to finance needed imports of capital and intermediate goods. Relationship of FDI and growth in India: A diagnostic study 
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4.7 Financial position (FIN. Position): 
Financial Position is the ratio of external debts to exports. It is a strong indicator of the 
soundness of any economy. It shows that external debts are covered from the exports earning 
of a country. External debt of India refers to the total amount of external debts taken by India 
in a particular year, its repayments as well as the outstanding debts amounts, if any.  
India’s  external  debts,  as  of  march  2008  was  Rs.  897290,  recording  an  increase  of 
Rs.1142125 crores in march 2009 (Table)  then to Rs 1366117 in 2010-11 in march, mainly 
due  to  the  increase  in  trade  credits.  An  assessment  of  sustainability  of  external  debt  is 
generally undertaken based on the trends in certain key ratios such as debt to GDP ratio, debt 
service  ratio,  short  –  term  debt  to  total  debt  and  total  debt  to  foreign  exchange 
reserves.Financial position is exhibited in the figure VI 
 
Figure 6: FIN.Position 
4.8 Exchange rates (EXR) 
It refers to the exchange rate variable. Exchange rate is a key determinant of international 
finance as the world economies now in globalised regime. 
 
Figure 7:  Exchange rate Relationship of FDI and growth in India: A diagnostic study 
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There  are  a  number  of  factors  which  affect  the  exchange  rate  viz.  government  policy, 
competitive advantages, market size, international trade, domestic financial market, rate of 
inflation, interest rate etc. Exchange rate touched a high of Rs. 48.39 in 2002-03, in fall in 
exchange rate to a level of 45.9170 in 2008-09, 47.4166 in 2009-10, 45.5768 in 2010-11 
showing a steady trend  as shown in figure V11 and Table 1 ).The above figure shows a clear 
evidence that there has been a lot of volatility in US/IND RS the impact of this is that there is 
only a steady position which we are able to maintain and increasing profits are eaten by the 
fluctuations and volatility in the India market. 
Table 1: Dynamics of fdi in india,(1991-2011) 
Years  GDP  
( crores) 
FDI rs 
in 
crores 
FIN. Position  Exchange rate  Foreign 
exchange 
reserves 
TDGDP   FRGDP 
1990-91     515032  174  500.6542251  17.9428  11416  14.70792  2.216561 
1991-92     594168  316  574.2499171  24.4737  23850  15.46576  4.014016 
1992-93     681517  965  522.9184012  30.6488  30744  17.1768  4.511113 
1993-94     792150  1838  416.3615354  31.3655  60420  18.0335  7.627343 
1994-95     925239  4126  377.0044065  31.3986  79780  18.65948  8.622637 
1995-96     1083289  7172  301.5684516  33.4498  74384  21.14223  6.866496 
1996-97     1260710  10015  282.6419766  35.4999  94932  20.44378  7.530043 
1997-98     1401934  13220  284.1508802  37.1648  115905  20.27748  8.267508 
1998-99     1616082  10358  294.3025951  42.0706  138005  19.68248  8.53948 
1999-00     1786526  9338  268.5799949  43.3327  165913  20.97915  9.286907 
2000-01     1925017  18406  232.1671554  45.6844  197204  22.56831  10.24427 
2001-02     2097726  29235  230.7590734  47.6919  264036  21.65286  12.58677 
2002-03     2261415  24367  195.5041462  48.3953  361470  24.42467  15.98424 
2003-04     2538170  19860  168.8872088  45.9516  490129  25.70649  19.31033 
2004-05     2877701  27188  156.206581  44.9315  619116  30.45501  21.51426 
2005-06     3389621  39674  135.9547906  44.2735  676387  32.94843  19.95465 
2006-07     3952241  103367  131.4146909  45.2849  868222  35.73379  21.96784 
2007-08     4581422  140180  136.8104796  40.241  1237965  36.41173  27.02141 
2008-09     5282086  173741  135.8451468  45.917  1283865  41.9378  24.30602 
2009-10     6133230  179059  139.4498625  47.4166  1259665  36.02131  20.53836 
2010-11     7306990  138462  118.0256569  45.5768  1361013  37.81022  18.62618 
 
4.8.1 Model 1: Foreign Direct Investment Model 
D-W statistics =1.96, F-Ratio 7.65 
In Foreign Direct Investment Model (Table 2), it is found that all variables are statistically 
significant. Further the results of Foreign Direct Investment Model shows that TradeGDP, 
Financial Position (FIN. Position), exchange rate (EXR), and Reserves GDP (RESGDP) are 
the important macroeconomic factors affecting FDI inflows in India. It is observed from the Relationship of FDI and growth in India: A diagnostic study 
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results that the elasticity coefficient between FDI & TradeGDP is 10.65 which imply that one 
percent increase in Trade GDP causes 10.65 percentage increases in FDI inflows in India. 
This factor also positively impact FDI inflows Since TradeGDP shows the predicted positive 
sign this means Trade GDP positively influences the FDI inflows. Further, it is seen from the 
analysis that another important promotive factor of FDI inflows to the country is Reserves 
GDP. 
Table 2: (Foreign Direct Investment Analysis) 
FDI = f [TRADEGDP, EXR, RESGDP, FIN. Position] 
Variable  Coefficient  Standard 
error 
t-statistic  Sig value 
Constant  19.284  6.252  3.084  .0072 
TRADEGDP  10.65  .112  6.026  .0034 
RESGDP  2.23  .134  .170  .0027 
EXR  7.06  -.806  -2.292  .0360 
FIN. 
POSITION=RATIO of 
external debts to 
exports 
13.02  .007  -2.64  .0180 
R
2 =0.67%, Adjusted R2 = 0.457 
This factor also has a predictive positive The elasticity coefficient between Reserve GDP and 
FDI inflows is 2.23 which  implies that one percent increase in Reserve GDP causes 2.23 
percentage increase in FDI inflows. The other factor which shows the predicted positive sign 
is FIN. Position (financial position). The elasticity coefficient between financial position and 
FDI is 13.02 % which shows that one percent increase in financial position causes 13.02 
percent of FDI inflows to the country. The most preferred strategy for attracting FDI inflows 
in India is export led strategy in boosting its exports. Further, the analysis shows that the 
trend pattern of external debt to exports (i.e. FIN. Position) has been decreasing continuously 
since 1991-92; this indicates a movement towards a strong economy and is a good sign for 
India. Another variable which shows the negative relationship with FDI is exchange rate. The 
elasticity coefficient between FDI and Exchange rate is 7.06 which show that one percent 
increase in exchange rate leads to a reduction of 7.06 percentages of FDI inflows to the 
country.  The  exchange  rate  shows  a  positive  sign  as  expected  of  negative  sign. 
Conventionally,  there  is  a  notion  that  exchange  rate  is  the  negative  determinant  of  FDI 
inflows. This positive impact of exchange rate on the FDI inflows could be attributed to the 
appreciation  of  the  Indian  rupee  against  US  Dollar.  This  scenario  of  appreciation  in  the 
Indian rupee has helped the foreign firms in many ways like in acquisition of specific assets 
economically; it helped the foreign firms in reducing the cost of firm specific assets and it 
ensures the foreign firm higher profit in the long run (as the value of the assets in appreciated 
Indian  currency  also  appreciates).  The  results  of  foreign  Direct  Investment  Model  also 
facilitates in adjudging the relative importance of the determinants of FDI inflows from the 
absolute value of their elasticity coefficients. In this regard it is observed from the regression 
results of Table – 2, that among the positive determinants, FDI inflows into India are more 
elastic to FIN. Position compared to TradeGDP and Reserves GDP.  
4.9 Gross domestic product growth (GDPG) 
 It refers to the growth rate of gross domestic product. Economic growth rate have an effect 
on the domestic market, such that countries with expanding domestic markets should attract Relationship of FDI and growth in India: A diagnostic study 
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higher levels of FDI. India is the 2nd fastest growing economy among the emerging nations 
of the world. It has the third largest GDP in the continent of Asia. Since 1991 India has 
emerged as one of the wealthiest economies in the developing world. During this period, the 
economy has grown constantly and this has been accompanied by increase in life expectancy, 
literacy rates, and food security. It is also the world most populous democracy. The Indian 
middle class is large and growing; wages are low; many workers are well educated and speak 
English. All these factors lure foreign investors to India. India is also a major exporter of 
highly – skilled workers in software and financial services and provide an important ‘back 
office destination’ for global outsourcing of customer services and technical support. The 
Indian market is widely diverse. The country has 17 official languages, 6 major religion and 
ethnic diversity. Thus, tastes and preferences differ greatly among sections of consumers. 
4.10 Foreign Direct Investment Growth (FDIG) 
In the last two decade world has witnessed unprecedented growth of FDI. This growth of FDI 
provides new avenues of economic expansion especially, to the developing countries. India 
due  to  its  huge  market  size,  diversity,  cheap  labour  and  large  human  capital  received 
substantial amount of FDI inflows during as mentioned above. This increased level of FDI 
contributes  towards  increased  foreign  reserves.  The  steady  increase  in  foreign  reserves 
provides a shield against external debt. The growth in FDI also provides adequate security 
against  any  possible  currency  crisis  or  monetary  instability.  It  also  helps  in  boosting  the 
exports of the country. It enhances economic growth by increasing the financial position of 
the country. The growth in FDI contributes toward the sound performance of each sector 
(especially,  services,  industry,  manufacturing  etc.)  which  ultimately  leads  to  the  overall 
robust performance of the Indian economy. 
In order to assess the role of FDI on economic growth, two models were used. The estimation 
results  of  the  two  models  are  supported  and  further  analysed  by  using  the  relevant 
econometric techniques viz. Coefficient of determination, standard error, f- ratio, t- statistics, 
D-W  Statistics  etc.  In  the  foreign  direct  investment  model  (Model-1,  Table-2),  the  main 
determinants  of  FDI  inflows  to  India  are  assessed.  The  study  identified  theses 
macroeconomic variables: TradeGDP,   FIN. Position, EXR, and Reserves GDP as the main 
factors  affecting  FDI  inflows  into  India.  And  the  relation  of  these  variables  with  FDI  is 
specified and analysed in equation 1 In order to study the role of FDI on Indian economy it is 
imperative to assess the trend pattern of all the variables used in the determinant analysis. It is 
observed that FDI inflows into India shows a steady trend in early nineties but shows a sharp 
increase after 2005, though it had fluctuated a bit in early 2000. However, Gross domestic 
product shows an increasing trend pattern since 1991-92 to 2010-11 as shown above. Another 
variable i.e. tradeGDP maintained a steady trend pattern up to 2001-02, after that it shows a 
continuous increasing and steady pattern up to 2010-11. Reserves GDP, another explanatory 
variable shows low trend pattern up to 2000-01 but gained momentum after 2001-02 and 
shows an increasing trend till 2008 remaining stable for an ever then the a decline trend in 
2011. In addition to these trend patterns of the variables the study also used the multiple 
regression  analysis  to  further  explain  the  variations  in  FDI  inflows  into  India  due  to  the 
variations caused by these explanatory variables. 
4.11 Role of FDI on economic growth 
In order to assess the role of FDI on economic growth, two models were used. The estimation 
results  of  the  two  models  are  supported  and  further  analysed  by  using  the  relevant 
econometric techniques viz. Coefficient of determination, standard error, f- ratio- statistics, Relationship of FDI and growth in India: A diagnostic study 
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D-W  Statistics  etc.  In  the  foreign  direct  investment  model  (Model-1,  Table-2),  the  main 
determinants  of  FDI  inflows  to  India  are  assessed.  The  study  identified  the  following 
macroeconomic variables: TradeGDP, FIN. Position, EXR, and Reserves GDP as the main 
determinants  of  FDI  inflows  into  India.  And  the  relation  of  these  variables  with  FDI  is 
specified and analysed in equation No 1. In addition to these trend patterns of the variables 
the study also used the multiple regression analysis to further explain the variations in FDI 
inflows into India due to the variations caused by these explanatory variables. 
4.11.1 Model-11 
4.11.1.1 Economic growth model   
GDPG = f [FDIG] 
Table 3: Growth model 
              
Variable 
Coefficient         Standard Error
   
       t- Statistic      Sig value 
Constant         .05    0.00006382  714.8 
 
 
FDIG       0.029         .01896    2.13  (0.002) * 
R2= 0.826 Adjusted R2= 0.821 
D-W Statistic = 1.837, F-ratio = 29.2 
Note: * = Significant at 5% 
In the Economic Growth Model, estimated coefficient as shown in table 3 foreign direct 
investment has a positive relationship with Gross Domestic Product growth (GDPG). It is 
revealed from the analysis that FDI is a significant factor influencing the level of economic 
growth in India. The coefficient of determination, i.e. the value of R2 explains 82.6 % level 
of economic growth by foreign direct investment in India. The F-statistics value also explains 
the significant relationship between the level of economic growth and FDI inflows in India. 
D-W statistic value is found 1.837 which confirms that there is no autocorrelation problem in 
the analysis. Thus, the findings of the economic growth model show that FDI is a vital and 
significant factor influencing the level of growth in India. 
5. Summary and conclusion 
It is observed from the results of above analysis that TradeGDP, ReservesGDP, Exchange 
rate, FIN. Position and FDIG are the main factors affecting  FDI inflows in India. The results 
of foreign Direct Investment Model reveal that TradeGDP, ReservesGDP, and FIN. Position 
variables exhibit a positive relationship with FDI while Exchange rate exhibit a negative 
relationship with FDI inflows. Hence, TradeGDP, ReservesGDP, and FIN. Position variables 
are the pull factors for FDI inflows to the country and Exchange rate are restrictive forces for 
FDI inflows into the country. Thus, it is concluded that the above analysis is successful in 
identifying those variables which are important in attracting FDI inflows to the country. The 
study also reveals that FDI is a significant factor influencing the level of economic growth in 
India. The results of Economic Growth Model and Foreign Direct Investment Model show 
that FDI plays a crucial role in enhancing the level of economic growth in the country. It 
helps in increasing the trade in the international market. The positive sign of exchange rate 
variables  depicts  the  appreciation  of  Indian  Rupee  in  the  international  market.  This 
appreciation in the value of Indian Rupee provides an opportunity to the policy makers to Relationship of FDI and growth in India: A diagnostic study 
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attract FDI inflows in Greenfield projects rather than attracting FDI inflows in Brownfield 
projects. Further, the above analysis helps in identifying the major determinants of FDI in the 
country.  FDI  plays  a  significant  role  in  enhancing  the  level  of  economic  growth  of  the 
country. This analysis also helps the future aspirants of research scholars to identify the main 
determinants of FDI at sectoral level because FDI is also a sector – specific activity of foreign 
firms’ vis-à-vis an aggregate activity at national level. Finally, the study observes that FDI is 
a significant factor influencing the level of economic growth in India. It provides a sound 
base  for  economic  growth  and  development  by  enhancing  the  financial  position  of  the 
country. It also contributes to the GDP and foreign exchange reserves of the country.  
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